The rate of increase, however, varied from period to period. The annual increase in urban household real income was 5.6,8.3, and 7.3 per cent for the periods 1982-88, 1988-95, and 1995-99, respectively . Income inequality also increased and this increase also varied across different periods of economic reform (Figure 12 .1).
In the period before the early 1990s, economic reform was mainly concentrated on product markets and little was changed in terms of the compressed wage structure, immobility of labour, and the domination of state sector employment (Meng 2000) . Correspondingly, income distribution changed very slightly. This is shown in Figure 12 .1, where the income ratio of the tenth to the first decile was not very large, changing only from 259 per cent in 1981 to 295 per cent in 1991.
Factor market reform proceeded gradually from the early 1990s. By the mid 1990s, labour mobility across urban regions and between rural and urban areas increased (Meng 2000; West and Zhao 2000) and the rate of return to different levels of labour market skills widened (Knight and Song 1999) . Accompanying this reform process, income inequality increased sharply (Kahn, Griffin, and Zhao 1992; Aaberge and li 1997; Gustafsson and li 1997 Gustafsson and li , 1998 Gustafsson and li , 1999 Knight and Li 1999; Yang 1999; Khan and Riskin 2000; Riskin, Zhao, and Li 2001) . The ratio of the tenth to the first income decile increased from 295 per cent in 1991 to 378 per cent in 1995. The increase in income inequality in this period was mainly the result of increased regional dispersion (Gustafsson and Li 1999 and Khan and Riskin 2000) .
Since 1995, urban economic reform has taken a sharp turn. Due to soft budget constraints and other property rights related problems, the Chinese state sector has been performing badly. In 1995-96, around 50 per cent of enterprises were .... LO <0 r--co 0> 0 0; Although official figures on urban unemployment only increased from 2.9 per cent in 1995 to 3. i per cent in 1999, they do not include the majority of unemployed workers who were laid off from the state sector. The urban household surveys of 1995 and 1999 conducted by the Institute of Economics, Chinese Academy of Social Sciences, reveal that the urban unemployment rate when defined to include laid-off workers increased from 8 per cent to 17 per cent over this period.
Significant economic restructuring, leading to large increases in unemployment might be expected to widen income distribution. The effect of significant economic restructuring on income inequality during the period 1995-99 is apparent in Figure   12 
Percentile said to 'Lorenz dominate' the other curve and all inequality measures will show inequality to be lower for the higher curve. What is observed from Figure 12 .2 is that the 1988 Lorenz curve dominates that of 1995, which in turn dominates that of 1999, confirming that income inequality increased over the period. The fact that there is no Lorenz-crossing enables an unambiguous conclusion that income inequality has increased, as a basis for study of its causes. Second, party members earn significantly higher earnings than non-party members. In 1988, a household where both husband and wife were party members received 10 per cent more per capita income than households without any party member, this ratio increased to 13 per cent in 1995, and 20 per cent in 1999.
Third, household residential location plays an important role in the determination in income variation in all three years. However, the effect is the most obvious in 1995.
Finally, the most important changes come about in variables representing economic restructuring. The effects on household income of unemployment and working in a loss-making firm have changed considerably, though the change in the In 1988, there were few unemployed individuals (only 3 per cent of the total labour force) and the effect of unemployment on household income was insignificant. By 1995 there was a significant change. A household with a husband who is unemployed has a 9 per cent lower PCHI than a household without the unemployed husband. The income reduction for households with wives or sons/daughters being unemployed is 10.5 and 7.5 per cent, respectively. In addition, working in loss-making firms also reduces income substantially. A household with both husband and wife working in a loss-making firm receives 17.7 per cent less income than otherwise. Working in a loss-making firm is a first step towards becoming unemployed.
By 1999, radical urban state sector reform had been in place for about 4-5 years and the effect on household income variation was even more severe than in 1995.
Households with unemployed husbands, wives, or sons/daughters receive 29,26, and 16 per cent less income, respectively, than households where these members were employed. These ratios are between double to triple those observed in 1995.
The loss of income for households with husbands working in loss-making firms also increased. In 1995, the per capita income of these households was about 9 per cent less than households without husbands working in a loss-making firm. By 1999, this ratio had increased to 17 per cent.
To identify the contributing factors of income inequality further over the period studied, Fields' decomposition (1998) This analysis shows that the most important contributing factor to income inequality changed from household composition in 1988 to regional effect in 1995, and to economic restructuring effect in 1999. In 1988 there is hardly any effect on income inequality from economic restructuring. In 1995, about 7 per cent of income inequality is due to the effect of economic restructuring, of which sector of employment accounted for about half. The effect of economic restructuring had increased to more than 20 per cent of the level of income inequality by 1999, of which the effect of unemployment contributed more than 9 percentage pOints.
The regional effect has always been significant, but only in 1995 is it identified as the single factor accounting for most of the income inequality. This result is consistent with that found in Gustafsson and Li (1999) and Khan and Riskin (2000) . Other effects which have gained some grounds in 1999, relative to 1988 and i 995, are party membership and human capital effects but these do not play as significant a role as that of economic restructuring.
To what extent do different factors contribute to the increase in income inequality The results show that the regional effect contributed 50 per cent of the increase in the Gini coefficient between 1988 and 1995. Economic restructuring contributed around 34 per cent, of which unemployment accounted for 6 percentage pOints, while household members working in a loss-making firm or sector of employment each contributed to more than 13 percentage points. Another important factor that contributed to the increase in income inequality between 1988 and 1995 is the human capital factor, which accounted for about one quarter of the increase in the Gini coefficient. This finding is consistent with other studies indicating that the effect of labour market reform increased the rate of return to human capital in the 1990s (Knight and Song 1999; Meng 2000) .
During the period 1995-99 the main contributing factor to the increase in the Gini coefficient is the factor of economic restructuring, which accounted for more than 100 per cent of such change 1 while the regional effect contributed to the reduction of the Gini coefficient. Of the economic restructuring factor, unemployment contributed 79 per cent of the increase in the Gini coefficient, while working in a lossmaking firm and the sector of employment each contributed 39 and 22 per cent, respectively. Another important effect contributing to the increase in the Gini coefficient during this period was party membership. Around one fifth of the increase in inequality can be explained by this factor. The reason that the effect of party membership increased income inequality is due to a sharp increase in the rate of return to party membership as there has been little change in the proportion of households with a party member.
To conclude, the increase in inequality between 1988 and 1995 is mainly due to the increase in regional income variation, whereas the main contributing factor to the inequality increase between 1995 and 1999 is economic restructuring.
CONCLUSIONS
Income inequality has increased considerably over the period of economic transition from a planned to a market oriented economy in urban China. This study has investigated this change over two important phases of the economic transition: the initial stage of acceleration of the state sector and urban labour market reforms and the period of radical reform in the state sector and the urban labour market (1995-99).
First, although income inequality increased during each period, the nature of the increase is different. In the first period everybody was made better off and the increase in inequality was due to the relatively stronger income growth at the top end of the distribution. In the second period, however, households at the lowest 5 percentile income distribution experienced an income reduction, while households at the top end of the distribution enjoyed significant income gains. Thus, in terms of social welfare, the increase in inequality in the first period was compensated by an unambiguous increase in social welfare at every level of income distribution, whereas this was not the case in the second period. This may be a reason why the social stability issue has become more of a concern since the late 1990s.
Second, while the increase in income inequality in the first period was mainly due to the increase in regional income variations, this effect was dominated by the impact of economic restructuring in the second period. The increase in the number of households with unemployed members and the significant increase in income reduction for unemployed households contributed more than 78 per cent of the increase in the Gini coefficient over the period 1995-99. In addition, households with members working at a loss-making firm also contributed considerably to the increase in income inequality during this period.
The interesting issue, though, is that not all households with unemployed members fell into the low income group. While around 40 per cent of such households had income at or below the 20th percentile, nearly 11 per cent of households with unemployed members received income above the 70th percentile. This difference may be closely related to the concentration of unemployed members within each household. Indeed, although only 3.7 per cent of households in 1999 had more than one unemployed member, on average these households earned more than 50 per cent less real PCHI than other households, ceteris paribus. The significant effect of unemployment concentration on income reduction, and hence, on income inequality suggests that, to a large extent, some of the unemployment effect may have been cushioned by within household income transfers. Households whose members are unable to compensate each other are more likely to suffer from severe income reduction due to economic restructuring. Therefore, the households that deserve more government assistance may be those which have more than one member unemployed.
